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THE PRIVATE SECTOR IN SRI LANKASINCE 1977 

John Stuart Blackton 

The Private Sector Before 1977
The state of the private s. .rmrwhuich confronted tihe new government of Sri 
Lanka in 1977 was a rather sou;y oi:e, although it reflected patterns allfailtir Ina great many devel)Jing co ntries. Thi too

colonial strictur' of tieeconomy,, Wl left independent Ceylon with an i .ially lopsided priv:tesector in i')-18: highly devlopcd pluvation didstries and a ftiancial r :c-

ture geared to the import/export 
trade coimbined with a ,ninimal idustrialbase and little effective institLiti oal capaciy to nobilize eivesrint -hie 
sources. Over thi. next 30 years t!:c situation Iillproved marginallv In some 
areas and deteriorated severely in others. 
 Both political inblocs (eylnsouglt to promote id ustriali/at ion, but the early efforts were naive, If wellinteniom.ild. "lie la'Cae of indum::ltl policies proiulgated by alternatm,'
I.INP and SI.FP governitleints left ( 'on withIi a set of i rcient irilportsubstitution iidustries surviving hehhind excessive rates of effcctivc protec-

ion and a lack of incentives 
 for export Industries v ,uichiindustrialists kept CcyloneseGut of the internatio nal marketplace and shelt.:red from thewinds of! irterrational Competiton. 


Private fitmis developed 
witlin the franiiwevorl of the Conmpanics Act of1938,a 
colonial mnoditication ie British Companies Act ofof 1929, whic!h was still in force in 1982. The !,w did not provide for the lirms of corltirait 
structunre wtc:i-have been rust efective in1promrnot ing capital riobiliini tire dcvcloped world, aidl] attnmthe vast majority of Ceyhorcse forms continueto be faril y enrerprises or closcly held irms. Al thg hia few plantatum 

Jota. Stuart Ilackon kia FIoreign S-rvicc (ft,L.crtie A,'.gccy ir 
wio served withhnEcriajrolrtIt)cvch,pncrr ill Cairo. Egypt iiudIsifiliab..d I'akisualII is prescrl~rv a sigicd ti,was imeiber of . All) v1'u"imi0in 1rainrM,Sri Lanka in iilhic
vicws expressed In(tearitlc.'ciw ,ime (hse oftilor rlc poity ilNerulnoiar and do 11nu! t!e Agercwy bt e auriorl)evchpnlr or of the I 'acd Sttsnet :,lv relic. 
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stocks have traded on the local exchanges for a very long time, the Capital
,,.arkets of Ceylon were o copany 

ot devloped inways wich facilitaedi fr e I'iiy, ,iefin,,ic­sost fit,,COitIn well intotie 1970s o, a 
mi:tre of sdetort-trn conmercial financing an I limited mediunm- and long­tern) debt filucing fron informal noninstitutiorial sources (family, friends,the "bla,k money' pool, private unregistered financial interrned aries, and 
tie like). While the inancial agility of the inil SIiturional money irarkets InSri Lanka is noteworty and even coinendabc, as is the ingenuity of localentrepreneurs who built ente-prises with this financing, the underdevclop. 
ment utformal capital markets in Sri Lanka took ;ts toll in anumber of ways.The noninstituttn:lo inanee market is inherently inefficient bccalSe it Cn­
not use public chlaniels to mov market informaiion on supply and demalndfor funds. It lso lacks the abiiity to achieve economies ot scale and typically,involves unnccessariliy high transaction costs for both borrower and lcndcr.It favors debt financing over equity financing with an inevitable bias towards 
expansion1 of existiig enterprise over new starts.only element of the financial structure inSri Lanka which was w(ll 
developed before independence was the comrnercial bank capacity to h;m­die docunmeritare credits and import/export finane. Ev,-n this function hadbeer: crodcd in the I 97Js as foreign exchange availability dwindled aid thegovernui t iiatillled the large commercial banks. Not surprisliiglv, thecompositioi of the prvivte s,.ctor in Sri Lanka by 1977 was %ergltcdIe;:vilytowards the trade ard service sec(ors wlich !end themselves t' silualI-scah
 

and debt flm..ncinc.
 
The years between 1971 ;aid 1977 
 were difficilt years at best for illprivate sector tiris and dis'strous for lany firms With hndsight ( is
that the basic icctoral 

car
 
invcst mit policies of the government iurnl-uthis
period were riisgMIded inZile extreme. Pu blic enterprises amdl iiI-cUInRienl,weltar;sir coristiried: the lion is share of pYbc resources, wl le ctontisc;,ory 

policiesPax and direct expropri:tiol of privateprivate invetmt climate businesses turned :awca kinto a \'irr tl. nonexistent irvescinent e iittO ribe srilanuagenent at tihe macroevel, Sri Lanka va: plagtedby a convcrgerice of ot er eColouuic for:es which I . lrpeled cctllt it rc

perft-rinance 
 tstsvi rle and took a particularly high toll iii the private sector.Foreign exchange availabilitiCs d windled severely during tie period, aid tieprivate sector was last in line at iicforeign cxchane allocation window of 

the socialist govcritlnt.ri ee Sri Lanka's overall terns of trade deteriorated 
severely over the SI.FP years, and the government's traod,, policies discrmri­nated ag:,iist exports ( both tuanufactured exptrts and .lier tilaor tradmtuirral 

planttiMr exptrts). "otal economilic perf rriuanc' for the pCrnid was ihisinAl. 
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197 1,dried ipentirely illtile SLFP years as the nation acquired an interna-tlonal reputation for being not simply neutral to private enterprise, but 
activel h ostite to private busiess 

The Private Sector Policy Reforms of 1977
It was against this undeniably bleak setting that the new UNP governlnentlaunched a sweeping economic liberalization program in which an important
role was assigned to the private sector. Within months afte the election, Etgovernment announced that its central industrial policy obiective was to 

eco port-led d development npreerence imprt-substitution oriented Industrial dcvclopment that has characterized the periodsince the late fifties, since the latter has proved to be both uieconomnic andinca pable of generating employment."' The government sougL Inmorebroadly to give major incentives to private producers in all the production
sectors (industry, food crops, and traditional exports) and to create theconditions for private capital mobilization and investment which would free 
public investment resourc:es for rehabilitation of Sri Lanka's sadly deteriorat-ed infrastructtire base. 

Tit first 
revive 

I NP budget set .-)it four overall economic objectives: (1)tothe economy, (2) to increase
the balnce ofipaym omtput from agriculture, industry, and 
trad-:, (i1to stillatef doinesti( savings and Investment, i;an]nts. vestrUCtural changes wert pri 

(4) to Improve
u!tated very
haa ecar the li of ymen t.'tructural chages werstaeprouteeriy 


early 
 it In the life of the new government to give substanceobjectives. First, price contio/ eliminated (with the exception of bread::id pharmaceuticals). Second, iport controls u'ere v'irtually e 

ecr to these poic 

t. he
;::id pha tched from iplexa nd ineflicier ntsyte

permits to a "negative list" 

T 

of, ineligible commodities. All nonprohibite(l

imports could be freely imported against a simplified tariff structure with si 

bands ranging from duty-fret to i 100,.1, tariff,In parallel with these policy chaniges, a hinuher of' important institutionalinitiatives were undertaken to uns,raimble the maze of bureaucratic authori-
ties which claimed overlapping jurisdictions in the investment area. "lie 

Most signilicant allot0g tile new institutions are: 
1.Greatt? Colombo F:conomi, ('Ommi/o,'n (GCFC,): Operates a free zont forforeign investors prepared to accept a Io())%export obligation. 

2. l'or.,' Inl'-.tment Adtzory (ommj1tte (HAC): Eva uates and approves allforeign investmilent oLtsidc the free Zone(c pe,,tcd 'y the (;GIC. Such invest-
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ments generally must include at least 51, 
Sri Lankan equity. FIAC can offeran array of incentives which correspond to the attractiveness of the project
in terms of either technology transfer or employment creation.
3.Local Invejiment Approvals Committees (LIAC): Three LIACs (fisheries,
extiles, and general industries) have approval authority for domestic indus­

trial investments. The I.IAC approval confers access to government financ­ing support and the right to open Letters of Credit (l.Cs) for eLluipiment
imports in excess of 535,000. 
-1.
Export Dc'ropmentBoard (EDB): This body has broad responsibilities forpromoting exports -­ especially nontraditional exports. It operates a varietyof export rebate and export subsidy schemes and has a refinance vindow 
(opera:ed in conjulnction with the Central Bank of Ceylon) which can pro­vide term Iiancmng ,,n to 15 years for export ventures. The EDI3 also has theunusual abilq, to rake equity positions in export colnpanies through tile
purchase of red,.elnable preference shares for up to 20% of project equity.5. Sri Lanka lExport Credit In.france Corporation (SLECIC): The SI.iCIC
conducts a wide 
 range of commercial insurance and guarantee functions,
including holding perforlnance guarantees 
on bank-financed trade transac­
tions for local exporters, financing of bid bonds for Sri Lankan firms tender­ing internationally, and conventional 
tre- and post-shipment credit guaran­
tees on commercial L.Cs.
 

An jinportan-tI-Ailicy area for the private, sector which has not receivedadequate attention in the first stages of the liberalization is tax policy. The
Sri Lanka cax structure reflects tile colonial structure of the econony. 
Idi­

rect taxes on import/export transactions and domestic trade transa.ctionshave been ie mainstay of government revenues throughout tile current
 
century. The increase in trade activity associated with tile liberalization has
accelerated revenues to government from thIs somewhat archaic tax struc­ture, bi-, the system induces undesilable distortions in the patterns (it inVest­
ment and commercial activity. lable I shows trends ill the yield of' the tax 
system over the past two governments.


Several features of the tax 
structure have particular salience !or privatesector policy. lTie Inost significanti among these are the fol owing. First, the 
transactions than oi lurnover 'laxes higherpresent structure of B-usincssmanufacturing levies ratestransactions. t trade 
disincentives for dmestic 

This provides additionalmanuflactures and adds to other distortions whichalready favor trade over manufacturing. Second, the Business "hirnover "lax 
(T) does not mncorporate the features of imoderna Value Added
which does not re-tax at successive stages of 

'lhx 
irt)dui:tioi. Quite the contrary, 
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rA BLE I ContributionsofSri Lankan Taxes to Revenue (percentagecomposition) 

Tax 1971 1974 1978 1981 
Direct Taxes 

Taxes on incorn, and profits 19.9 15.3 19.6 


Personal 
 - 4.9 3.7 2.9 
Corporate - 10.4 15.9 11.2 
Taxes on property and 

property transfers 2.2 1.8 
 1.4 1.2 

Indirect Taxej 

"llixes onIgoods au~d services 37.6 36.9 29.9 34.9 

Business turnover tax 1-1.6 15.4 10.- 19.7 

Liuor. 7.A 5.5 .3 5.3 
lbacco 11.1 9.5 7.3 7.5 

Tea (ail valorem) 	 1.7 4.1 ,1.9 0.7 

Other 	 2.7 2.3 2.0 1.6 
Import duties 12.6 7.1 4.1 22. 5 

:xport duties 11.9 16.9 40.8 27.3 
lIka 
 7.3 4.0 26.8 1.1.1 
Rubber 0.6 7.3 9.7 10.3 
Coconut 2.5 1.1 13 2.0 
Other 1.6 1.. 1.0 0.7 
FI-EC revenue 15.7 22.1 8.3 -

Iotal ta.A revenue I 0.) 100.0 100.0 10 0.0 
Tax revetnue aj % of total 

current revenue 86.0 91.6 93.8 9-1.5 
Non-tax current revenue as 
%.ototal current revenue 1.1.0 8.4 6.2 5.5 

S()I'R (F Ceitr1lijk ul (yhr. 

the Sri Lanka ITT pernits cascading taxes which can induce significant
distortiors into ' the rnanufamcttring sect)r by discouraging forward and 
backward linkages between specialized manufacturers and by favoring sim-
pie one-step enterprises which transform feedstock into finishled goods at a 
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single site. Third, the application of the Business lhx to financial intermedi­aries 

disincentive to equity finance and project lending and favor conventional 
hasshort-term commercial transactions. Fourth, the current tariff structure com­

ledEnes revenue and protection elements in a single tax which produces Unin­tended effects in terms of effective rates of' protection and contributes to tile
distortion of investment decisions in the private sector towards enterprisesto 
which ar- inefficient but over-protected. Finally, export firms and newthe 	 joint­
ventures enjoy a %vil'ringe of temporary exemn 

treatmentcorporate taxation, but face uncertainty about the range of taxes they will 

confront when the exemptions expire. These uncertainties dampen willing­
ness to expand or 
t] S 

make major changes in the capital structure 	of rrivate 
1i' ils. 

of 
The Private Sector Response to thebanking
Liberalization of 1977 

In developing COuntries which have experienced relatively long pei miOs of 
socialist regulation of the economy and limited private access t)the foreign

profitsexchange markets, there is an almost inevitable sequence of events whlichmarks the early years of the liberalization. It is important to understand how
universal these are as one seeks to assess the performance of Sri li.anka's 
private sector under the new regime. Most of the early period after a libcral­in 
ization involves the satisfaction of pent-up consumer waysdenand and the redt­
rection of a scarcity-oriented trading and commercial sector to the operation 
of a free market. The conventional features of the early years after libcraliza­which 
tion involve a,sequerce of events as outlined below: 

(1)Imported goo ds flood the markets and the consunrers are ctuplairicwhile tradIer, grow rich overnight; (2)i new noiey from trade 	goes ii it 
servereal estate and land prices and rents rise d raniatica ,"--squCezing ,01mCWhile 

enriching Others; (3) The banking system expands dramatially, attracting 
new deposits (usually in foreign exchange at neatr-lFuromrarket asrates). De~posi­
tors are initially euphoric because of tile high nomJ1inal irter,_s rates; i1 The 

Consuiner Price Index rises at historically urprecedentetd rates and etiplioria 
begins t) wither among the less favored groups; (5) Trade anld commercc 
continue to pred(mimate in the private sector and the government begins to 
worry abutir the pro blems of directing resources to productive invCstirierusrather than trade; (6) 'The banking and tridling constituencies (who are mak­
ing a killing ii t(ommercial transactioils) resist pressures t,)diver:,ify their 
investment pt)rtfolios to wards protducti ,and public criticism Of financial 
intermediaries rntUnmts; and (7) (overnment begins to reeximnine the social 
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and political cost of liberalization and consider alterations in policyto 
respond to tile new distortions, 

to 

6lodate, Sri Lanka has kept rather closely to the liberalization libretto,
Tie first years after 1977 witnessed massive imports of consumer goods as
traders, conditioned by years of scarcity, overinvested in inventory and satu-
rated the markets. Consumers, likewise accustomed to scarcity or at best touncertainty in the marketplace, displayed the "hoarding". response which
Usually follows years of artificially restrained consumer demand. At the same
time, free foreign exchange and new sOurces of commercial wealth coin-
bined with greater access to the banking system to fuel a housing and
construction boom in 1978 and 1979. Speculation in real estate was rarn-
pant, and contractors and land speculators were among the earliest beneti-ciaries of the new policies. Inevitably there were some sharp market correc-
[ions after the initial frenzy, andi the traders found themselves faced with
unanticipated carrying costs on speculative inventory while the land market
slackened somewhat in 1980. The liberalization had, however, undeniably'
reshaped the domestic economy of Sri Lanka, and evidence of the changes is
abundant. 

Nowhere was the impact greater than upon the patterns of income andwealth distribution in the island. While land and trade have !ong been the 
sources of substantial wealth in Sri lankan society, the socialist interludehad diminished the returns to both, anrd the tenured urban salariat and thetenured small paddy farmer enjoyed greater economic security and a higher
re/aive position in the income hierarchy (.f Sri Lanka than in the 1950s and
I960s. Predictably, the benefits of thl- liberalization flowed rather differently

than the benefits of the socialist policies of 197 1-77, 
 and not all Sri L. !kan
households were eqlally well positioned to capture these new benefits from 

a free market economy. Ibusch
1 Ild s with at least one member i the corn-

muercial 
 world (from street hawker to chairman of a fruc.re house) gained
two immediate advantages from 
 the ncw policies: (1) their turnover M-
creased dramatically, producing more. nominal income; (2) their abilityII pass
costs through to the consumiehr allowed theri to "ind,.x" their inUcoes ill a
period of increasing iflation :lnl thereby assure that their ral/ income kept
pace with the ecinoiny. 

Civil servants, pensioners, statc enterprise emnployCes, and thIe urban salari-
at in general saw eleleits of c of risingrt- Ist living faster than tleir 

timli ee ls a Iuseolds f-xpe-rienced;nI(sinany ns o ie c s f a liiilreagit ,/in:, il their eco-norumi status. (ioverrincrt wage increasCs ani the fact tha[ liiiiSt houseihldds 
were able to dcploy at leat one icerber into the private set !tor at somie level 
(even agritilltural amd mskilled ( mistructiim labour rates reflected the pmvorMt 
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from the liberalization) meant that it was unlikely that any large group in tie
society experienced an abjolute decline in real welfare. This proposition may
be debatable at the margins, but the combination of rising growth rates in
the GNP and a substantial "safety net" of government welfare programs for
those most in need probably ensured that most families preserved or iml­
proved their basic standard of living over tile past five years.

Much oflthe debate over tile outcomes of economic liberalization policies
arise from the fact that individuals are more conscious of their relative 
economic status than their absolute economic status. If household "A" has a
constant level of real income for five years while households "B" ani ("
next door have a 50% increase in real income over the same period, then 
household A will feel that it has lost ground. 1ligh inflation compounds theproblem because rapidly rising nominal prices create a perception of eroding
buying power even when incomes rise in tandem with prices. if household A
in Colombo bought rice at Rs 2 per kilo in 1977 (one Rs = UJS SO.05) and 
now pays Its 5 per kilo, tile fact that the household income rose from Rs -11(1
to Rs 1.000 per month will not mitigate the sense that life is becoming more
costly. If household A also sees that households seen13and C have their
incomes rise from Rs -100 to Rs 1,500 per month and now buIy fancy rice atRs 7 per kilo, household A will be positively convinced that its standard of 
living is deteriorating. 

Precisely these phenomena have been occurring in Sri Lanka in the past
year, 1982. Increasing public attention is being drawn to the relative shifts in
income among different groups, and tile ability of some households to 
prosper more rapidly under a free market regime is creating the percrtpzun

that tile liberalization has undermined social 
 equity. The March 1982 deci­
sion of the Sri Lankan government to renege on its hardline policy decision
 
not to index food stamps reflects the government's Increasing sensitivity to
 
these perceptions.
 

The government faces a multifold challc,,ge in the next two years: fir it, to
 
guide the ecznoriy past the 
 "consumer euphoria" stage of liberalizatioM 
towards sustained productive private investrent; second, to adjust its wl­
tare policies i ways which better reflect the dynarics of a liberal ecmlolny
and avoid contributing to economic distortions; third, to take care that the 
institutiomal and policy developments which accompany the second stage iii
the liberalization are carefully attuned theto need to ensure the broadest 
possible p Irtiiptionl ill the free economy by Sri la ronirikans all strata; anda(c shrink the relative size of rthe apublic :;wctor salariat by 
fourtli, to c(lilsciMsly e c ioi yb k n nIrmovilig ii(creasing resp(isibility for economic activity to the private sector 
and substantially slowing recruitment into all forms of public service. 
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These challenges are not insurmountable. They are the prerequisites for 
the movement from an -infant liberalization" to a "mature liberalization." 

and they have been successfully accomplished by a number of countries, 
They have also proved catastrophic stumbling blocks to many less devel-
oped countries, and the Third World is littered with "failed" liberalization 
attempts. "h understand the issues confronting the government of Sri lanka 
in the private seLz'r policy area it is useful to examine tile two basic elements 
upon which the liberalization depends: (1) the financial system to mobilize 
private capital and allocate investment resources; and (2) the productive base 
of the private sector in Sri Lanka today. 

Financial Intermediaries: Performance 
Since 1977 

While it cannot be argued that Sri L.anka now possesses the depth and 
variety of financial markets which it will need to achieve the ambitious 
industrial goals it has set for the corning decade, the development of local 
financial institutions since 1977 has been impressive indeed. The aggregate 
balance sheet of the commercial banks grew nearly sixfold from slightly 
more than Rs .1billion in 1976 (the last full year of the S.1P government) to 
about Rs 2.1 billion in November 198 1. Over the span of two years between 
their inception in 1979 and November 1981, the newly created Fcreign 
Currency Banking Units showed a tenfold growth n foreign exchange assets 
from Rs 0.5 billion to more than R s 5.0 billion, 

A score of foreign banks have joined the seven banks which survived the 
socialist interlude, and the coinniercial banking sector was alive with compe­
tition for business in 1982. The 1971 -77 period was not a total loss for tile 
banking sys.in since this period saw government-induced branching of the 
two public sector banks down to the lowest levels o' village settlement. 
While the carrying costs of sonie of these village branches may prove too 
high ai' 'ad to retrencluncnt, the (olomnbo-based banking structure pene-
trated the entire island in the 1970s and this fact is unlikely to be reversed. 
As is always the case in new banking markets, there is some talk of Sri lanka 
being overbanked, but this appears to reflect the complaints of the early 
entrants who now have to compete harde: for business which fell into their 

laps iii the early days of the libera li aioll. 
Not surprisingly, banking activy has concentrated first on the easy and 

lucrativ F side of the liberalizatiow' - domestic and international trade transac-
tions. The dranatic rise iii i,ports after the election of 1977 heated up the 

letter-of-(:redit (.() business and fostered unprecedented levels of demand 
for short-terni coninicrtial iniiey. At tile sane litme, depositors, still wary 
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after the last government and uncertain about the direction of the market,
kept their money short to preserve liquidity. The 1977-78 period had the 

earmarks of a trader's market (as in Hong Kong and Singapore in the I950s) 
with private money moving at high velocity but o.l )o short intervals. The 
term structure of dep-s:ts began to lengthen in 1980 as the government 
liberalized bank rate policy and permitted the yields on term deposits to rise 
to Euromarket levels (and above Fiuromarket in some instances). The early 
response of tl-. banking system was to hold the term structure of their loan 
portfolios shorter than their deposit structure and balance their maturities in 
,he Euronarket. This led understandably to complaints from the local busi­
ness comnunity that the foreign banks in particular wert not carrying their 
fair share of the debt market and were in town simply to skin off the cream 
of the ILC business. 

Several factors conjoined in late 1980 and earlh i 981 to alter this picture. 
The new banks were beginning to get their feet on the ground and to size up 
the local invesrtne,it market. Simnultaneousl), the government of Sri Lalnka 
began (apparently with the encouragement of its external banking consul­
tants) to exert some mild 'moral suasion" on the foreign banks to take : 
more active interest in the term market. The results are already evitlent, and 
by November 198 1 (latest month for which full banking figures are avail­
able) the tables had actually been reversed (see Table 2). "hr trrmn .itructurv,$ 
the ,gregitt la, p,,,qio of the Forei'n Curre,,}' Banking Initi (R7311)i.,)% 
now longer than thl term itructure oY deposit.,. 

a.,q' I Y o][)eposzh orl lan42 buri Nttern and AdIafleJ Of Curr'nj inmg 11,i,. 

ai ,fh' l:,l/fNorem/cr 1981 (in millions ,gt.S.$anI) 
Depoitj .'ldan,e 

%q 
I3ankig Units U.-,.$ R total US.S Ri tot, 

Up to 3 o. 166.3 3,123. 5 75.3 122.3 2,516.6 58.5 
Over 3 to. to 6 to. i3.3 6843.2 15.o .1.7 i)1.2 7.0 
Over 0mo. to 2 mo. .1 23.8 0.6 1.7 221.n 5.2 

oe 1 2 yr. 2 2.0 597.2 1.) 
More than , yr. -- .. "2.3 66.1. I5.­
"bral 220.7 1,572..1 I()0.0 209.0 .1,102.0 100.0 

Soi 1 C n ((grik cylon 



746 ASIAN SURVEY, VOL. XXIII, NO. 6, JUNE 1983 

Given the natural proclivity of conservative bank managers to match 
maturities and to see offshore banking in developing countries as an oppor­
turity to milk capital for safer loans in Europe, this turnaround is encourag-
ing indeed. It represents a tangible vote of confidence in tile Sri Lanka 
market and one which will not be missed by foreign investors who ten( to 
look to offshore banks as bellwethers of the marketplace. It is worth alding
the caveat that most offshore banks in Sri Lanka have low exposure limits 
and that the 1 55% .S. $32of bank funds out at three years or more is only
million spread among a considerable number of clients. There is still a very
long way to go in developing the depth and range of term finance which will 
be needed to sustain a stront Livate sector in Sri Lanka, but the early signs 
are auspicious. 

TRENDS IN TIE LENDING PORTFOLIO 
Commercial finance still dominates the portfolio of most commercial banks 
in Sri Lanka, but the picture is changing in directions which are positive.
Government banking policy permits a relatively wide band of interest
charges, and banks are able to offset the higher risks of term lending with 
higher rates. While real interest rates on most loans continue to be negative 
(i.e., interest rate is lower than most conventional inflation measures), they 
are high in absolute terms (most loans from the commercial banking system 
are in the 17-22,,', band, while long-term financing from state credit institu-
tions ranges more widely from 5v, to 25,,). The impact of these high nomi­
nal rates of interest is to favor enterprises and ventures with relatively fast 
payout periods. Table i gives the purposes for all loans in the aggregate
commercial bank portfolio, 

Within this overall pattern of loan usage, the industrial sector took only
about 20Y,of the total. Industrial lending levels are a key indicator of the 
potential economic returns to any national liberalization policy. In the longer 
run, productive private sectur mvCs:r.uent in enterprises with relatively steady 
payouts over the medium- and long-term are the engines upon which a 
liberal economy must depend. ()nce the head y days of financing hair dryers
and tape players are over, the inamcilal sector has to begin to direct substa-
tial resources into the p hI , sector or tlheCtive liberalization bubble will 
burst. li reviewing the composite commnercial loan portfolio for 19811, two 
features of importance to the private se tor stand out clearly: (I) the private 
sector holds more than wo-thirds ,f commercial industrial loans, anl (2) 
tlere are at signilicalnt mmnumber of industrial subsectors where the private 
sector is getting the major share of new commercial finance (including 
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rABLE 3 Commercial Bank Loans Classifiedby Purpose andTerm (as ofJune 30, 198!) 

Amount Percentageofall Loans 
Rs % of Ssort M.-fdium Lone All 

Purpose of Loan millions total term term loansterm 
Commercial 9,186.7 49.0 79.3 16.9 3.8 100.0 
Financial 449.9 2.4 34.148.2 17.7 100.0 
F inanci al 2,68 2.4 4 . 2 3 4 1 . 2 100.0 
Agricultural 2,682.4 14.3 57.4 10.232.4 100.0 
Industrial 3453.9 18.4 74.5 20.1 5.,1 dO.( 
Tburism 189.5 1.0 36.6 34.6 28.8 100.0 
Engineering and 
bldg. construction 392.4 81.9 3.62.1 14.5 100.0 
Mining and fishing 219.1 1.2 31.0 100.036.8 32.2 

Housing 926.8 
 4.9 22.4 34.5 43.1 100.0 
Consumption 363.1 1.9 14.9 46.8 8.3 00.0 

Other advances 888.4 4.8 39.7 17.1 43.2 100.0 
Tbtal 18,752.2 100.0 68.3 21.9 9.8 100.0 
Advances to Free 
Trade Zone enterprises 27.9 100.0 59.1 26.414.5 100.0 
souRCi Sri Lanka Banking Control Department. 

rubber and plastics, wearing apparel, basic and fabricated metal products, 
etc.). 

While there is a major need to deepen and diversify the financial base of 
Sri Lanka's young industrial sector, these early signs ar encouraging. There 
is some talk of a liquidity squeeze in the coming year as the government goes 
more heavily into the market to finance local currency budgetary deficits. 
The effects of this squeeze on the currently positive trends Iii industrial 
finance are diflicult to predict. The situation is not altogether diss;ilar to 
that in the U1.S. in 1981/1982 in which the government and corporations 
competed for longer term money in a tight market, driving capital costs up 
at a time when government policy was otherwise favorable to pri;ate sector 
expansion. That a relative newcomer to the liberalization game like Sri Lanka 
should face some of the same monetary and fiscal dilemmas which plague 
advanced Industrial econoii es is not surprising. It may be particularly ira­
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portant, however, that Sri Lanka receives the right mixture of external advice 
and support to chart a safe path through the coming budgetary crunch il 
ways that do not reverse the remarkable early growth in the productive 
private sector since 1977. 

THE DEVELOPMENT OF CAPITAL MARKETS 
Despite the growing range and sophistication of banking institutions in Sri 
Lanka, there are a great many gaps in the structure of the financial and 
capital markets. These gaps are greater on the capital side, however, which is 
not unusual for a country in tile early stages of liberalization. Even socialist 

governments use banking and finrancial services, so these tend to develop (at
least to a certain level) under all econo mic regimes. Only a relatively liberal 
economy needs to generate private equity capital, however, and it is in the 
natural order of things that capital market institutions grow more slowly 
than financial market institutions. The current government has given ex-
tremely attractive incentives for equity investment (approved projects can 
sell shares which qualify tile buyer for a 1(10-% tax deduction, effectively 
subsidizing share costs by 50, for the majority of investors who are in the 
50", marginal tax bracket). The market structures for handling this equity
finance are not yet fully evolved. Four small local brokerage houses make up 

a secondary market for equities which has more of the characteristics of a 
curb market" than a real stock exchange. Offshore and loa banks partici-

pate in flotations, and new capital issues are rather rapidly sold with the aid 
of substantial direct advertising in the national media. The principal ventures 
to enter the public share market hu,ve been hotel operations, but even these 
are encountering problems associated with the small size of the market. New 
issues in the SO.5 to S5.0 million range have done relatively well, but larger 
issues have been dillicult to sell within the I cal market. l.arger hotel yen-
tures typically start with a 60- 70.' foreign equity stake and sell the remain-
ing equity in the local market. Issues with large foreign participatioin (often 
Indian and Singaporean) have prov.'en particularly attractive to local inves-
tors. 

U ntil tile capital market structure develops to accoitimutlate the down-
stream trading of this volume Of shares, however, tie cal anticipate Smle 
sticky prbIlemns for the Sri l+ankan private sector. Antiquated securities' laws 
and relatively weak market institut ms ensure that there is less quality C01-

trol onmiequity issues than migh, be desirable. Considerable potential exists 
for "watering," insider trading, and the other abuses which have been chron-
ic prtoblems on young Asian and Middle :astern exchanges. 1 these things 
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do happen, then there is the risk of either an investor backlash or, more 
seriously, a move to overregulation of the capital markets. 

The Sri Lankan econom) ;sa small one, and therc is no need to build all 
the trappings of the New )lork Stock Exchange or even the Hong Kong 
Exchange at this time. There is, however, a genuine need for enlightened 
policy guidarce in the capital market area so that appropriatemarket institu,­
tions and appropriatecontrols and supervision develop to ensure the integrity 
of the marw:et place. This is an area where the multilateral developnent 
banks and Western donors could play all important role Over the 1980s in 
providing the ranges of disinterested technical expertise in capital markets 
which Sri Lanka must necessarily s b,'beyond its shores. 

The Second Half of the 1980s: Prospects for 
the Private Sector 

The fifth anniversary of the 1977 liberalization has passed. confoundinlg the 
harbingers of doom and the pundits who have come to believe that Sri 
Lanka's astute and traditionally cantankerous voters will demand a change 
of political course at every opportunity. The presidential elections of ()cto­
ber 1982 retuirned the architect of Sri l.anka's aperturaa d.tr, ("an Opening
to the right) lunius Richard Jayawardene, to a second six-year term. With 

31.4million of the 6.6 million votes cast, the incumbent president carried 2I 
of Sri Lanka's 22 districts, losing only inJaffna where separatist issues rather 
than economic ideology shaped the electoral competition. While important 
and useful changes in Sri Lanka's economy have been wrought since 1977, 
the economic distortions and human dislocation of the liberalization are still 
far from resolution. That these are a natural and inevitable consequence of 
major policy transitions is no comfort to those voters who have experienced 
either the reality of reduced living standards or theperception that their living 
standards have declined. As the pattern of income and wealth distribution 
alter within an economy, there are inescapable centers of' bitterness and 
resentment from less-favoredl sectors of the populace. While economists Canii 
find much to praise inI the liberalization and -an be sustained by their faith 
that -right policies" are b)und tt)produce a better life for everyone in the 
long run, the liberalization has not Yet proceeded to the stage where those 
universal benefits are obvilusIto everyone.

The largest uncertainty facing the Srl I.ankan private sctr in .9Xis 

whether tie increasingly probable move front a I JNP g0Vermciit to aI Lmuhli­
pirty national goveri::'nt could unravel the policy framework set inplace 
after 1977. ()ptimlst, within the business comiiiuiiity like to argue that tie 
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benefits in terms of visible growth and improved efficiency are already sogreat that an expanded gov':rnment would find it imprudent to dismantle
the framework within which the private sector now operates. The referen-dumn of December 22, 1982, amended the Sri Lankan constitution to permit
the current parliament to sit until August 1989. Somewhat more than 3
million Sri l ankan voters supported the amendment, but the referendum 
carried only 5 of Sri Lanka's 22 districts. Pessimists in the private sectorpoint to the relative thinness of IJNP margins as an early warning that thegovernment will have to broaden its base by accommodating some elements 
of the center-left. The costs Of such an accommodation could include some
backsliding on the government's liberalization program. In an) event, awholesale return to the socialist economy of the 1970s seems unlikely in the near term. The consensus of moderate and conservative opinion seerns to be
that another s!-: years of liberal economic policies will be sufficient to move
thIe center-point of Ceylon's politics significantly to the right, and that nofuture non-Marxist government would be prepared to abandon a basic coin­iimitmnent to the free market. A numlber of western economies are asking the 
voters to demonstrate additional patience to allow classic liberal prescrip­
tions to work their magic. The October elections and December referendum 
suggest that Sri Lankan voters still have considerable reserves of pazience as
they recontfirm a government and a policy which have only gone half the 
distance.
 

There is still uncertainty as to whether tle dual 
UINP victories of 1982signalled an unqualilied mandate for the continuation of the 1977 economic
policies, or whether they reflect the personal triumph of a camndidate of
nationil standing over a somewhat obscure Kandyan landlord whose five 
year tenure as an SIFP minister of agriculture simply did not carry theelectoral glaniour of his opponent. The sharp dtop inI turnout betweei
presidential election (over 8 

the 
,)and the referendum (71!,) may be a signal ofthe gap between President Jayewardene's personal Support and the support

for the INP record since 19-/7. These uncertainties notwitlstamndig, the
unprecedented double term for the I INP may prove to be a land mark in Sril.anka's economic development. With a full decade to reldih the conmyIv
along the Singaporean lines favored by the current leadership, Sri Lankl
might inove from its status as a sotial u'nderklnd(with remarkable welfare
for a poor country) to join the junior ranks of the economiic nCdle'rl,-, ulr inIAsia wlm( have found ecohlit0Ilt liberali/atim to be the sLtccssfull path to
high growth and high welfare. \Vero this to happen, Sri L.anka would be theonly member of this ele( t (lass t have ;ahieved substanitial grotvh and 
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equity within the framework of a free and democratic political system.
Economic liberalism has been discredited as the path to development in tileThird World by many comme,,.ators who point to the political and moralcosts of the Korean/Taiwanese/Singapore models. Sri Lanka off rs a rare
opportunity for a reaffirmation of the 19th century belief that economic 
liberalism and political liberalism need not be inimical. 

Notes 
I. Government of Sri Lanka, Greater Colombo lonojic Rehabilitation Area, November I, 

1977. 


